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SUBJECT: S Corporation Taxation Elimnation of 1.5% Tax Rate

DEPARTMENT AMENDMENTS ACCEPTED. Amendments reflect suggestions of previous analysis of hill as
introduced/amended

X AMENDMENTS IMPACT REVENUE. A new revenue estimate is provided.

AMENDMENTSDID NOT RESOLVE THE DEPARTMENT’S CONCERNS stated in the previous analysis of bill as
introduced/amended

FURTHER AMENDMENTS NECESSARY .
DEPARTMENT POSITION CHANGED TO

X REMAINDER OF PREVIOUS ANALYSISOF BILL ASINTRODUCED 2/25/99 STILL APPLIES.
OTHER - See comments below.

SUMVARY OF BILL

This bill would elimnate the 1.5% neasured tax on S corporations while
mai ntaining all other taxes currently assessed on S corporations, including the
m ni mum f ranchi se tax.

Because of the elimnation of the neasured tax, other S corporation provisions in

California |l aw would no | onger be necessary. This bill would renove these
provi sions and conformto the federal treatnent of the use of C corporation tax
credits carried over into S corporation tax years. This bill also would require

all corporations (other than grandfathered California-only C corporations) that
are S corporations for federal purposes to be S corporations for California
purposes. This bill also would restructure the requirenments for nonresident
sharehol ders of an S corporation regarding consents and tax returns to generally
follow the rules applicable to a nonresident nenber of a limted liability

conpany.

SUMVARY OF AMENDMENT

The bill as introduced renoved all taxes, including the mninumfranchise tax, on
S corporations. The anmendnent provides that only the 1.5% neasured tax be
elimnated and al so provides for the aforenmenti oned changes under the summary.

EFFECTI VE DATE

As a tax levy, this bill would be effective and operative for income years
begi nning on or after January 1, 1999.
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LEG SLATI VE H STORY

SB 671 (Alquist) (Stats. 1993, Ch. 881) reduced the neasured tax from2.5%to
1.5% for incone years beginning on or after January 1, 1994.

SPECI FI C FI NDI NGS

The background information contained in the “Specific Findings” of the bil
anal ysi s, dated February 25, 1999, still applies.

Federal and California | aws provide that a corporation can termnate its

S corporation election by either revocation (elective) or by ceasing to qualify
as a smal |l business corporation (mandatory). |If a corporation termnates its “S”
el ection, it my not elect to be an S corporation again for five inconme years.

Federal | aw does not have a nmeasured tax on S corporations. Federal and
California laws do tax at the C corporation tax rate “built in gains” (Bl G
recogni zed by an S corporation

Under federal law, a C corporation, which has tax credit carryovers and which
elects to be an S corporation, may carry the C corporation tax credits over to
“S” tax years to reduce BI G taxes.

California | aw provides that a C corporation tax credit carried over to an “S’
i ncone year shall be reduced by two-thirds and may be used to reduce the 1.5%
measured tax assessed on the S corporation. California | aw does not allow an

S corporation to reduce Bl G taxes by any credit carried over froma “C’ incone
year.

California |law provides that a corporation that is an S corporation for federa
purposes is an S corporation for state purposes. Because of the neasured tax of
1.5% (originally 2.59% that is assessed on the net income of an S corporation, a
corporation with a valid federal *“S" election may elect, within the first 2%
mont hs of the incone year, to be a C corporation for state purposes.

California law requires California S corporations with nonresident sharehol der(s)
to obtain and attach to their tax return a signed statenent of consent from each
nonresi dent sharehol der. The consent nust state that the nonresident sharehol der
is subject to the tax inposed by the Revenue and Taxation Code on the
nonresident’s pro rata share of the S corporation’ s incone attributable to
California sources. |If the S corporation does not fulfill this requirenent, the
Franchi se Tax Board may retroactively revoke the corporation’s “S” el ection

This bill would elimnate the S corporation nmeasured tax rate of 1.5%

S corporations would still be liable for the m ninmum franchise tax (currently
$800 in nost circunstances). Additionally, as under federal |aw, S corporations
woul d still be assessed the BIG taxes, last-in, first-out inventory recapture

t axes, and excess passive incone taxes.

This bill also would repeal California s treatnment of C corporation tax credits
carried over to S corporation tax years and conformto the federal rules allow ng
C corporation carried over credits to be used to offset BIG taxes.



Assenbly Bill 867(Briggs)

May 11, 1999
Page 3
This bill would require all corporations that are S corporations for federal

purposes to be S corporations for California purposes, effective for incone years
begi nning on or after January 1, 1999. Corporations would no |onger be able to
elect to be a C corporation for California purposes only. However, this rule
woul d not apply to corporations which, as of March 15, 1999, net all of the

foll owi ng requirenents:

Were doing business in this state.
Had in effect a valid S corporation election for federal incone tax purposes.

Had in effect a valid C corporation election for California income tax
pur poses.

This bill would allow a California C corporation that nmeets the above
requirements to elect to be a California S corporation. For incone years

begi nning on or after January 1, 1999, and before January 1, 2000, the
corporation nust make the election before the due date of its return (wthout
regard to extensions). For inconme years beginning on or after January 1, 2000,
the election nust be made within 2% nonths after the start of the incone year.
The el ection may be nmade even if the corporation termnated its California “S’
el ection within the prior five years.

This bill would restructure the reporting requirenents of an S corporation with
nonr esi dent shareholders. This bill would require an S corporation to attach to
its original, tinely filed return an agreenent for each nonresident sharehol der.
The agreenent must state that the nonresident sharehol der agrees to file a return
and timely pay all taxes on the nonresident shareholder’s pro rata share of the
S corporation income and be subject to the taxes, related interest and penalties
i nposed by this state on the incone of the S corporation attributable to this
state. In the absence of this consent to jurisdiction agreenent, the

S corporation would be required to pay the tax due on the nonresident

sharehol der's distributive share of the S corporation’s incone at the highest
California personal incone tax rate. The S corporation could recover any taxes
pai d on behal f of the nonresident sharehol der fromthat shareholder. |If the
nonr esi dent sharehol der files a tinely return reporting the pro rata share of the
S corporation income and pays the tax, the S corporation would not be |iable for
the failure to pay tax penalty and interest on the nonresident’s tax.

This bill would repeal the provision permtting the FTB to retroactively revoke a
corporation’s “S’ election for failure to file nonresident consent forns.

Finally, this bill would nake numerous technical changes to facilitate the repea
of the neasured tax and al so would repeal certain transitional rules enacted in
the |ate 1980s when California first confornmed to the federal treatnent of

S corporations that are now unnecessary.

FI SCAL | MPACT

Depart nental Costs

This would not significantly increase the departnent’s costs.
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Tax Revenue Esti mate

Revenue | osses under the Bank & Corporation Tax Law fromelimnating the
1.5% neasured tax on S corporations, but retaining the $800 m ni mum
franchi se tax and m scel |l aneous taxes, are estimated as foll ows:

Ef fective January 1, 1999
Assunmed Enactment After June 30, 1999

(in mllions)
1999-0 2000-1 2001-2 2002- 3
($355) ($270) ($285) ($300)

Tax Revenue Di scussi on

Thi s anal ysis does not consider the possible changes in enploynent, personal
i ncone, or gross state product that could result fromthis nmeasure.

The above estimates are based on current state data and reflect elimnating
the 1.5%tax, but retaining the $800 m ni nrum franchi se tax, and

m scel | aneous taxes currently inposed on “S’ corporations. The nunber of S
corporations doing business in California is projected to be approximtely
125,400 for the 1999 incone year.

Revenue | osses and gains for the remai ni ng changes woul d not have a
significant cumul ative net inpact on the above estimtes. Based on
departnental and federal data, only 2,000 corporations wth valid “S

el ecti ons under federal |aw have el ected to be C corporations under
California law (representing |l ess than 2% of all existing S corporations).

The anendnent differs fromthe original version dated February 25, 1999, by
renovi ng the provision that woul d have elimnated all taxes assessed on

S corporations, including the mnimmfranchise tax. The elimnation of the
m ni mum franchi se tax accounted for approximately $100 mllion of the
revenue | oss as the bill was original introduced.

The revenue estimate for SB 671 in 1993, which reduced the S corporation
nmeasured tax rate from2.5%to 1.5% was approximately $75 million | oss per
fiscal year. Because of California s econonmic condition in 1993,

S corporations’ actual and projected profitability was significantly | ower
than actual and projected profitability of S corporations today.

POSI T1 ON

Pendi ng.



